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What’s Inside
Recent Tax Court decisions on family lim
ited partnerships suggest strategies that
practitioners can consider when helping

clients ensure such arrangements stand

up. Also, the latest Tax Court FLP cases.

Valuable resources on fraud have

been updated.

Visit
www.bvfls.aicpa.org to

keep up to date about
the proposed business

valuation standards, as
well as other news and

information affecting
providers of business
valuation and forensic

and litigation services.
Also, watch for news

about the first annual

National Business
Valuation School
taking place in Texas,

September 19-23, 2005.

AICPA

What’s Your Growth Strategy?
By William Reeb, CPA
Anticipating an imminent major reshuffling of CPA firms, the AICPA Private Companies Practice
Section (PCPS) has launched an initiative to provide CPA firms with tools to help them deal suc
cessfully with firm transitions. The centerpiece of this initiative is a book by William Reeb, CPA,
Building the Future: Securing a Succession Plan for Your Firm (New York: AICPA, 2005). In the
book, he offers comprehensive guidance about creating an infrastructure that helps a firm organize
its processes and policies, thereby increasing its value and its ability to transition smoothly to new
owners. The following excerpt from the book discusses how marketing niche services can help
firm growth and support an infrastructure that creates value.

Most firms think of marketing as a synonym for new client development. However, marketing is
all about business development. Before you offer any service, you need to understand who the
service is targeted to serve, and why it is important for you to serve that market. To help firms
work through this, I developed, along with Michaelle Cameron, Ph.D., professor of marketing at
Saint Edward University in Austin, the marketing concepts we call the fortress and empire
approaches. Here are the definitions we have attributed to these terms:

• Fortresses, throughout history, were built to protect communities from outside forces. Barriers
such as walls and moats were built to fend off attackers. The vast majority of the daily needs
of the community were supplied from within the walls of the fortress.

• Empires were built by conquering new territories and expanding well beyond original boundaries. The
community's needs were supplied through a combination of resources available within the empire's
own fortress and in the new wealth found in the annexed or conquered provinces.

These definitions can also be applied to the marketing strategies for developing professional services
that are available to firms. The fortress embraces a client retention focus, a service extension objec
tive ("growth in the share of the wallet") and a new client through referral strategy. Its foundation is
built on informing its community (existing clients, friends, and supportive service professionals)
about the diversity of services offered by the firm. It is important to note that the marketing cam
paign, approach, messaging, etc., are vastly different for the fortress and empire strategies.

The Fortress Approach
The fortress approach typically returns the most benefits in the shortest amount of time, such as
profits, utilization of services, and attendance at an event. Why? It is far easier to attract and
engage with people who already know you, trust you, and are confident that you can provide the
services. So, assuming you are making contact with clients and referral sources that have unsat
isfied needs, you can use inexpensive media to catch their attention as well as enjoy a short sale
cycle because of your existing relationship.
A key point to remember is that the vast majority of your clients assume that your firm offers only
the services they buy from you. Therefore, by developing overall client awareness about all of
your services, you generate several predictable outcomes. First, clients become far more likely to
ask you for assistance because you have made them and their friends more aware of the vast
Continued on page 2

Continued from page 1

number of services you offer. Otherwise, those
clients might seek assistance elsewhere
because they did not realize that your firm
could help them.
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A second and potentially even more substan
tial result is that those same clients are better
positioned to refer work to you because they
are aware that you provide more services than
those they engaged you to provide. Third, loy
alty to your firm is enhanced by clients' belief
that their trusted professionals could provide
additional services, even services that are not
currently needed. Logically, actually providing
the additional services can only further that
loyalty. Fourth, by building a wall of services
around your clients (and making them aware
of those services), your competitors are less
likely to infiltrate your client base by providing
both the services your firm provides and could
be providing.

The Empire Approach
As a marketing alternative, the empire
approach is best for most firms with a new
client acquisition or a new niche specialty
development objective. This approach requires
a long-term horizon and is time-and-resourceintensive. Use the empire approach if you
expect that the demand for your services from
your current client base will fall short of your
supply. In this instance, new clients must be
added (new territory conquered) in order for
the service to be successful. This is an impor
tant initial strategy when launching an empire
service because you can underwrite part of
the cost of launching a new service by skim
ming the cream demand from your current
clients while you develop your longer term
market. However, many firms overlook the
"while you develop the longer term market"
part of the approach, which creates a pre
dictable sequence: The newly launched serv
ice brings early success, then a drought, fol
lowed by the launch of prospect marketing,
and finally "service shutdown" because the
empire marketing campaign was started too
late to have the necessary, timely impact.

Selecting Services
Randomly picking new services to offer in
order to make a few extra bucks is most likely
to prove extremely costly to the long-term
positioning and success of the firm. Here are
the steps, in order, that your firm should take:
FOCUS—June/July 2005

1. Strategically determine what services your
firm wants to launch.
2. Understand whether that service is syner
gistic or an "island" service.

3. Consider both the fortress and empire
approaches to determine the best strategy
to market it.

The fortress approach will be effective if your
current client community can continually pur
chase most of the supply available for a given
service. If the service cannot be supported
over the long term by the existing client base,
you need to revalidate why it is important to
offer this service in the first place. Once you
are satisfied that launching your new island
service is the right course for your firm, you
will need to look to the empire approach for
guidance on to how to proceed.

Target Marketing
There are important nuances to understand
about the two marketing approaches and the
audience they target. Under the fortress
approach, current clients and your referral
sources (professional relationships, friends,
and family) recognize your name, respect and
trust your firm, and have a relationship with
you. They are likely to at least glance at any
message or information you send them. Under
the empire approach, however, prospects and
non-clients have no relationship with you and
will most likely immediately ignore anything
you send them until your organization
becomes familiar. The nuance here is that it
takes only months for your fortress marketing
to begin to have an impact with current clients
and referral sources. It takes years for the
empire approach to have the same impact on
prospects and non-referred clients because
there is no relationship to leverage.
If you use the fortress approach, current
clients and referral sources have no problem
buying services from you or referring services
to you, and many of them want to do so. If
you tell them you can help them in a specific
area, they are easily convinced that you are
capable of delivering new services to them
because they trust you. It is a question of
matching their needs (or the needs of the
referred party) with your skills. Therefore,
much of your marketing efforts with this group
focus on helping them understand the various
ways you can provide assistance. However,
under the empire approach, prospects and
Continued on next page

non-clients do not know you or trust you and
have no reason to believe that you can help
them. To get them interested in talking to you,
you have to convince them that your special
expertise, knowledge, or skill is uncommon.

Establishing Niche Expertise
Given the critical differentiation between the
empire and the fortress approaches, it should
come as no surprise that empire marketing
efforts are all about establishing niche expertise.
Once prospects (non-clients that are not referred
to you) start believing that you have unique
expertise, you're about halfway there. Next,
those same prospects have to have a need that
cannot be served by someone they already trust.
Logically, if you market to prospects, many
times, your efforts first benefit everyone but you
because your messages prompt the prospects to
contact their current trusted service providers for
the assistance you are trying to sell.

The nuance here is that, when marketing to cur
rent clients and referral sources (fortress), new
business and service opportunities are generated
much more quickly, because clients will read
what you send them, and at far less cost,
because they will read it the first time. You are
educating this group about the many ways your
firm provides assistance. Consequently, as oppor
tunities arise, you will likely get calls, either from
clients or from the people they know.
Empire prospects and non-clients, however,
require you to travel a much longer road. First,
these prospects have to be convinced that you
have special expertise that will benefit them.
But getting their attention is especially difficult
because they don't have a relationship with you.
Once you have broken through this barrier and
captured the attention of these prospects, you
have to be lucky; you will not get their business
if they can get the same assistance from some
other provider who they already trust.

In using the empire approach, a third situation in
which it is best to target niche industries or
service areas is in marketing to prospects and
non-clients for whom you must begin by con
vincing them of your expertise. The reason is
simple. You can best convey the message that
you know, understand, and can help prospects
run their organizations or manage their problems
better by citing specific concerns, obstacles,
and opportunities they are likely facing. For

example, suppose you can describe how you
have provided litigation consulting services that
have delivered value to the final outcome of a
trial, how your experience testifying on the
stand has benefited those you serve, or the tips
and tricks that experts need to be aware of
when being deposed. These specific illustrations
of your expertise are much more apt to catch
the eye of a litigation attorney who might need
assistance in an upcoming case. The same anal
ogy is true for industry.

Although niche industry and service marketing
under the empire approach helps you convince
prospects of your expertise much more quickly,
it still takes time to build a brand with someone
who doesn't know you. Consider, for example,
a mailing. The first three or four times, you are
lucky if the prospect looks at your piece long
enough to recognize your name and logo. After
six or seven pieces, your name and logo might
be familiar to the prospect, who may then
glance at your materials to see why you are
persisting. By the eighth or ninth contact,
you will probably get a full reading of your mate
rials—just as you probably would have if you
had sent the materials to a client or referral
source for the first time.
Most of the time, you may use a niche market
ing approach and stay the course long enough
to create an awareness of your organization,
and your marketing efforts may be fundamental
to getting prospects' attention. Nevertheless,
the final trigger that brings prospects to your
doorstep is a recommendation from existing
clients in your fortress.

William Reeb,
CPA
is a keynote speaker, author, trainer,
coach, facilitator and management
consultant with the CPA firm,
Winters & Reeb, PLLC, Austin,
Texas (www.billreeb.com) He is
also author of Start Consulting:
How to Walk the Talk, published
by the AICPA in the United States
and by the Certified General
Accountants (CGA) in Canada.

Letters to
the Editor
Focus encourages readers to write
letters on business valuation, foren
sic, and litigation consulting services
issues and on published articles.
Please remember to include your
name and telephone and fax num
bers. Send your letters by e-mail to
wmoran@aicpa.org.

The empire approach is more time-consuming,
costly, and slow to bring results, but many
times it is absolutely your very best alternative.
For example, it may be the optimum approach
for launching a litigation service to litigation
attorneys even though you don't specialize in
serving the legal community.

Niche Marketing to
Existing Clients
In my discussions with firms, the question arises,
"If niche marketing is the most effective for
prospects and non-clients, why wouldn't you
use this same approach for your current clients
and referral sources?" The answer is, "You
might!" If, for example, your firm has a specialty
in construction, you might create a campaign
Continued on next page
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Securing the
Future and
Related
Resources
The book with DVD, Securing the
Future: Building a Succession Plan
for Your Firm, will be available at
www.cpa2biz.com (product number
090486) priced at $48 for PCPS mem
ber, $76 for AICPA members, and $95
for nonmembers. The DVD provides a
presentation by Bill Reeb and a discus
sion with practitioners Wayne Berson,
Bill Pirolli, and Gordon Scherer. Both
the text and DVD will be available as
a book with DVD and as a CPE DVD/
manual course.
The CPE DVD/Manual course,
Succession Planning: Strategies to
Protect the Value of Your Firm for on
site group study training and self-study
will be available on July 31. The com
plete course, based on Mr. Reeb's
book, is $160 for AICPA members and
$200 for nonmembers, and is prelimi
narily recommended for 10 CPE cred
its. The additional manual is $45 for
members and $56.25 for nonmembers.
DVD/Manual product number 180321;
additional manual product number
350320.

targeted specifically to them. Because of mes
sages focused on your specialty and expertise,
the same campaign could also be used to mar
ket to prospects. This approach will not only help
your current clients think of new ways for you to
serve them and remind them why your firm can
uniquely serve them, but also keep you in their
minds for referral to their contractor friends and
associates. Although you will likely attract some
interest from prospects from this campaign a
year or two from now, the benefits you are more
likely to reap in the short term are growth in
"share of the wallet" for services with current
clients and new client referrals.

Here is one final idea in this area. Because pro
fessional service marketing is as much about
generating referrals as it is about selling new
services to existing clients, every single client
and referral source needs to be included in your
contact list. Don't be surprised if that simple
1040 client sends you a great business client
because the two have been friends since high
school. Because your marketing made your
clients aware of the many services you offer,
even though that client would never personally
need those services, he or she can still gener
ate excellent referrals for your firm.
Remember that when you sell to your empire
market, you need to sell competence and experi
ence. Because the potential clients don't know
you, you need to give them a reason (your
unique ability) why they should call you instead
of someone they already know. When you sell
to the fortress market, you need to focus your
messages around how you can help. Why? So
the client or referral source, who already trusts
and respects you, can quickly determine how
your skills and experience can be applied to their
situations or those of their friends.

Consider the fortress-empire distinction when
you're using common marketing tools. It is nor
mal, for example, for CPA firms to dedicate 70%
or more of their newsletters to technical matters,
thereby conveying their expertise and compe
tence as a service provider. Demonstrating
expertise and competence is important when
you want to interest people who are unfamiliar
with your work. However, if you changed the
newsletter to focus the same amount of content
on "success stories (stories about services per
formed for various clients)," narratives about
new employees and their skills, and ways you
can help your clients, the newsletter would sup
port a fortress marketing approach.
FOCUS— June/July 2005

The Medium Is Not
the Message
The problem with most firms' marketing is not
the tool or medium they are using, but how
they are using it. Too often, empire marketing
messages consume fortress marketing cam
paigns and vice versa. Messages that will
motivate the fortress marketplace are com
pletely different from those necessary to moti
vate the empire marketplace. So, when you
use both strategies in your firm (which is com
mon), be careful about how you communicate
to each group. Determine whether each mar
keting piece you are using is targeted at
prospects or clients and referral sources. If a
piece is targeted at prospects, it should focus
on expertise and competence and—
• Be niche industry- or service-oriented in
order to make your messages resonate.
• Assume a one- to two-year conversion rate,
and thus include many contacts over that
time.

The empire approach involves marketing to
people who don't know you and whom you
don't know. As a result, you must depend on
more generic media, such as newspapers,
trade magazines, radio, and direct mail. These
media and approaches also raise the cost
because you are spending money to contact
many people who will never have an interest in
your services (your cost per contact is low, but
your cost per qualified contact is very high).
Marketing pieces targeted at clients and referral
sources should focus on helping the audience
understand how you can help them. Market to all
of your clients and referral sources because you
are looking for both new client referrals and "share
of the wallet" growth. The whole point of your
campaign is to stay in the minds of the people
most likely to engage or refer you. Because you
know exactly who makes up this audience, your
cost per qualified contact is very low.

Sell only one or two services at a time. If you
try to sell too much, you will end up not selling
anything. If you try to sell too many ideas per
contact, given the minuscule amount of time
and attention you get from your audience, you
won't get a clear message across. And, more
often than not, you will appear to be a jack-ofall-trades and a master of none. Singular, sim
ple, clear, concise, and repetitive messages are
the fundamentals of selling.

Continued on next page

Don't spend time and money marketing to your
empire audience until you have a strong founda
tion of marketing to your fortress (unless you
don't have a fortress). Once the fortress market
ing engine is in place, you can layer on various
empire campaigns. The most common mistake
is that firms rarely do any marketing, and when
they do, it is usually empire marketing. This is an
inefficient use of resources because 80% to 90%
of your growth every year will come from either
client service growth or client referral.

By using the approach best suited to the services
you offer and the marketing tools you use, you
should be able to:

Improve your ability to plan because each
strategy has nuances and market reactions you
can anticipate.

Respond to your marketplace with appropriate
services.
More consistently send messages that will
motivate your clients and prospects to action.

Significantly improve your odds for success
when launching new services.
Enhance client satisfaction and loyalty.

Recent Court Decisions on FLPs
By James C. Zann, CPA, CVA
Groen, Kluka 8 Company, P.C.
Troy, Michigan

Three landmark cases in recent years are having
a significant impact on how family limited part
nerships (FLPs) and family limited liability com
panies (FLLCs) are formed and operated. These
decisions, still under appeal or remand in some
instances, had similar Internal Revenue Code
(IRC) Section 2036 attributes encompassing
the possession or enjoyment of the property, the
right to income from the property transferred
or contributed, or the right to determine who
will possess or receive the income or use of
such property.
Important details in how each FLP was organized
and operated, as cited by the courts in arriving at
their decisions, are grounded in the cases dis
cussed in the following sections. These decisions
provide a framework for how an FLP should be
structured now and in the foreseeable future.

Strangi
The ruling in the case of Estate of Albert Strangi
v. Commissioner, 115 TC No. 35, (Strangi I) orig
inally was viewed as a taxpayer victory. In
Strangi I, the Tax Court determined the following:

• The FLP was valid under state law and would
be recognized for estate tax purposes.
The transfer of assets to the FLP in its forma
tion did not result in taxable gifts by Mr. Albert
Strangi to the other partners.

• The FLP agreement itself did not constitute a
restriction under IRC Section 2703.

Strangi's interest in the FLP should thus
be valued on a discounted basis.
As a consequence of the ruling, Strangi I
appeared at the time to be yet another taxpayer
victory in using FLPs for valuation discount plan
ning. This ruling would allow Strangi's estate to
reduce its estate tax liability by applying dis
counts to his interest in the FLP that held the
bulk of his assets.

However, on remand from appeal, the Tax Court
arrived at a decision (Strangi II, TC Memo 200315), by reversing course and ultimately favoring
the Internal Revenue Service (IRS) position. In
that case, the court held for the IRS by including
in Strangi's estate all of the limited partnership
interests that he had given away, citing IRC
Section 2036(a)(2) in reaching its decision. IRC
Section 2036(a)(2) provides that the full value of
transferred partnership or membership interests
be included in the decedent's estate, if the dece
dent retained "the right... to designate the per
sons who shall possess or enjoy the property or
the income therefrom."
Although considered an IRS victory, Strangi II
is currently under appeal in the Fifth Circuit.
Factors that influenced the outcome of the
case include:

Strangi was terminally ill.
Strangi's home was included in the FLP and
no rent had been paid.
No businesses were contained within the FLP

Strangi did not retain sufficient assets neces

Continued on next page

Latest FLP cases
Recent Court Decisions Provide
Estate Planners Guidance in Utilizing
FLPs,"James Zann recommends that
estate planners consider several strate
gies when advising clients on forming
Family Limited Partnerships. Two
recent Tax Court cases support Mr.
Zann's recommendations. On March 23,
005, The Wall Street Journal's weekly
Tax Report" discussed the case of
Bongard v. Commissioner, 124 T.C. No.
8 (2005). Tax columnist Tom Herman
reported that the court ruled in Bongard
that attempted gifts of a family partner
ship failed because the donor retained
an "implied" control. He added:

So how can you create a partnership that
is likely to pass muster? The partnership
should have "legitimate and significant
business reasons" to exist, such as man
aging a family business, rather than just
dodging taxes, says David A. Handler, a
lawyer at Kirkland & Ellis in Chicago.
Also, if you transfer assets into a partner
ship, don't retain total control over themand avoid dipping into those assets for
personal expenses. Petain sufficient
assets, "outside of the partnership, to
maintain your lifestyle,"
In an article entitled "Bongard-'En
Guard' to FLP Owners!" Steve R. Akers,
of Bessemer Trust examines the Tax
Court's "strong inclination to apply
Section 2036(a)( 1) to FLPs to avoid
estate tax discounts," as well as the
'new standards" set by the court "for
applying Bona Fide Sale for Full
Exception Threshold to Section 2036."
To read the entire article, visit
http://www. abanet. org/rppt/cmtes/
pt/c-group/BongardOverview.pdf.

On May 10, 2005, the IBS won another
victory in Estate of Austin Korby et al. v.
Commissioner; T.C. Memo 2005-103;
No. 18452-02, the court ruled that the
assets of a FLP were included at full fair
market value in the estate. Also at issue
were the legitimate business purpose
and meeting the Section 2036 threshold
for Bona Fide sale. Visit http://www.
giftlaw. com/code.jsp ?WeblD=GL199900718Cat=48ID=147.
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Continued from previous page
sary to support ordinary lifestyle
expenditures.

• No operating business assets were con
tributed to the FLP, and no business activity
occurred after its formation.
• There was an implicit agreement between
Strangi and the FLP that the partnership
would provide continuing sources of liquidi
ty, thereby substantiating "a right to the
income."
Because of the appellate decision, it may be
appropriate that valuation experts advise
clients who have established either a FLP or
an FLLC that have attributes similar to those
found in Strangi and who are acting as the
general partners or managers thereof, to con
sider selling their remaining general partnership
interests or voting membership interests to
their children or other family members. As pro
vided for under IRC Section 2035(a), such a
transfer would begin the tolling of the calendar,
thereby securing reasonable assur
ance of avoiding the three-year
look-back inclusion of a retained
Ruth Kimbell
income interest.

Kimbell
The case of Kimbell v. U.S., 2003-1 USTC
provided a ruling for FLPs that is more favor
able to taxpayers, but not without extensive
litigation. In this case, Mrs. Ruth Kimbell,
through her revocable living trust, formed
an FLLC in January 1998 when she was 96
years old. Kimball's trust contributed $20,000,
and her son David and his wife each con
tributed $10,000. Thus, the trust owned 50
percent and David and his wife each owned
25 percent.
Later in January 1998, Kimbell's trust and the
newly created FLLC formed a limited partner
ship. The trust contributed property with an
approximate value of $2.5 million and
received a 99% limited partnership interest.
To balance out the ownership interest, the
LLC contributed $25,000 in cash and received
a 1% general partnership interest. The
arrangement is illustrated as follows:

Living Trust

David Kimbell (son)

Kimbell died on March 25, 1998, and her
estate filed its federal estate tax return in
December 1998. The estate claimed a com
bined total discount of 49% from the net asset
value for both the FLLC interest and the limited
partnership interest. Upon audit, the IRS found
that the value of the underlying assets should
be included in the estate under IRC Section
2036(a).

The U.S. District Court in Texas initially ruled
in favor of the IRS. The estate appealed to
the U.S. Court of Appeals for the Fifth Circuit,
which vacated the district court's decision
and sent the case back for remand.
At issue was the statutory language under
IRC Section 2036. Generally, IRC Section
2036 requires the inclusion of assets in the
taxpayer's estate if the taxpayer has retained
the possession or enjoyment of the property.
Nevertheless, an exception to this general
rule applies if the transfer is a bona fide sale
for full and adequate consideration.

David's wife

The Strangi decision also made it
clear how important it is for plan
ners to recommend that the donor
determine the fair market value of
the general partnership or mem
bership interests to be sold so that
there will be no gift element to the
sale. A part-gift and part-sale
transaction is not advisable
because of the three-year lookback provision. Consequently, in
most cases, an independent
appraisal of the general partner
ship or membership interest will
be necessary.
Once the fair market value of such
an interest is determined, a trans
fer could be supported by an ade
quate and full consideration in
monetary terms.

R.A. Kimbell Property Co., Ltd. "Partnership"

In its decision, the
appeals court
focused on three
main factors to
determine whether
the transaction met
the exception of a
bona fide sale. First
was whether the
interests credited to
each of the partners
were proportionate
to the fair market
value of the assets
each partner con
tributed to the part
nership. Second
was whether the
assets contributed
by each partner to
the partnership were
properly credited to
the respective capi
tal accounts of the

Continued on next page
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partners. The final issue was whether, upon
the termination or dissolution of the partner
ship, the partners were entitled to distribu
tions from the partnership in amounts equal to
their respective capital accounts.

The appeals court also looked at the following
objective facts in determining whether the
transfer was a bona fide sale:
• Kimbell retained more than $450,000 of
assets outside of the partnership for her
own support, and most important, there
was no commingling of personal assets.

• All significant partnership formalities were
properly followed.
• One of the assets transferred to the partner
ship included interests in oil and gas proper
ties, which require active management.

• Credible evidence of nontax reasons for the
formation of the partnership were provided.
It was most likely that these four points,
which weren't present in the Strangi case,
made the difference in the Kimbell ruling. The
Fifth Circuit vacated the district court's ruling
and remanded the case in order for the court
to determine whether Kimbell's interest in the
FLP was an assignee interest or a limited
partner interest. Nonetheless the court found
that Mrs. Kimbell's interest in the entities,
after application of the discounts, rather than
the underlying value of the assets in the part
nership and FLLC, is what was to be included
in the gross estate.

Thompson
In Estate of Thompson v. Commissioner, T.C.
Memo. 2002-246, as was the case in Strangi,
the donor made implicit agreements with his
family concerning the potential use of trans
ferred assets to FLPs. The determination of
the Tax Court as later reaffirmed by the Third
Circuit found that Mr. Thompson retained an
interest in assets transferred. He transferred
nearly 95% of his assets or $2.8 million to two
FLPs in exchange for 95.4% and 62.27% limit
ed partnership interests and only retained
$153,000 outside of these partnerships for
his own disposal. He received a total annual
income of $14,000 from annuities and Social
Security and at the time of transfer had

annual expenses of $57,202 and an actuarial
life expectancy of 4.1 years.

The court found that Thompson had only
enough assets and income to support himself
for 3.54 years and not the remainder of his
expected life because he did not have the
right to withdraw funds independently from
the partnerships without consent from corpo
rate general partners. In this regard, the court
determined that Thompson would likely need
additional funds that could come only from
the partnerships, and the court inferred that
he had retained a practical right to the assets
transferred (the court noted that he actually
received distributions through his children),
thereby falling within the retained interest pro
vision of IRC Section 2063(a).
Following Mr. Thompson's death on May 15,
1995, and the subsequent filing of the taxpay
er's federal estate tax return, the IRS disal
lowed the use of a combined 40% discount for
lack of control and marketability and included
a pro rata part of each FLP's assets in the
estate rather than placing a value on the part
nership interest.

The court found that the exclusion of the
interests from the taxable estate of Thompson
failed under IRC Section 2036(a)(1), whereby
the donor continued to be the primary benefi
ciary of the contributed assets. Furthermore,
the court found that there was no transfer for
consideration and hence did not qualify for the
exception as property transferred in conjunc
tion with a bona fide sale. Under this excep
tion, a transferor may still have certain rights
to income, either directly or indirectly through
appointed individuals, provided sufficient con
sideration was established at the time of the
transfer to the partnership.
Sufficient consideration is only part of the
requirement within the meaning of a bona fide
sale. Treasury Regulation Section 20.20431(a) describes the exception to IRC Section
2036(a) as applied to transfers when the
transaction has been made "in good faith."
Within this good-faith provision, the transferor
must demonstrate a valid business purpose
when forming a FLP and that the transfer was
advantageous, other than merely for reaping
favorable estate tax treatment.

The court found that in addition to the transfer
not meeting the bona fide sale test for ade
quate consideration, it failed the good-faith
provision as well. The partnership received
marketable securities and conducted very lit
tle trading activity and operated with no con
crete financial objectives. The estate conced
ed, "The primary objective of the partners in
forming the Partnerships was not to engage in
or acquire active trades or business."

The Third Circuit affirmed the Tax Court's con
clusion in Estate of Thompson that the value of
the underlying assets of two FLPs had to be
included in the decedent's estate under Section
2036(a)(1). The Third Circuit concurred with
the Tax Court that there existed an implicit
agreement between the decedent and his fami
ly that Mr. Thompson would continue to be the
economic beneficiary of the contributed proper
ty. The decedent did need the consent of the
other partners to receive distributions; howev
er, his children readily admitted they would not
deny their father's request.

Other Important Cases
Many other court decisions are important in
relation to FLPs. The cases include Hackl v.
Commissioner (118 TC 279) and Stone v.
Commissioner (TC Memo 2003-309). The
Hackl decision, which was upheld by the
Seventh Circuit U.S. Court of Appeals in 2003,
was a court-issued opinion that "the onus is
on the taxpayers to show that their transfers
qualify for the gift tax exclusion," adding that
the Hackls did not meet that burden.
In the case of Stone v. Commissioner, the tax
payer received a beneficial ruling in that none
of the assets transferred to FLPs were includi
ble in the taxpayers' estate because the trans
fers qualified as bona fide for adequate and
full consideration.

Strategies to Consider
Both Hackl and Stone, and the three previously
mentioned cases that have been discussed
in more depth, provide certain insights that
estate planners should consider when helping
clients to form FLPs. To help ensure that the
IRS accepts an FLP and its discounts, the fol
lowing strategies should be considered:
Continued on next page
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nership interest in order to complete a bona
fide sale.

Do not mix personal and partnership assets.

JAMES C.
ZANN,
CPA, CVA

• Do not transfer 100 percent of personal
wealth to an FLP; retain adequate assets to
meet expected lifestyle needs.

has been with the Troy, Michigan,

• Establish the FLP when partners are healthy
as opposed to making a deathbed transfer.

• Ensure that distributions are based on owner
ship percentages.

firm of Groen, Kluka & Company, P.C.
for seven years. He can be reached
at jzann@groenkluka.com. Groen,
Kluka & Company, PC. Managing
Partner Jeffrey Groen contributed to
this article. He can be reached at
jg@groenkluka.com.

It can be a tenuous situation for valuation ana
lysts and estate planners alike, when deciding
what level of control a donor should sacrifice in
exchange for the security of defensible dis
counts and favorable estate tax treatment. The
outcome of Strangi and the continuing interpre
tation and application of guidance from Kimbell,
Thompson, and other cases will undoubtedly
contribute to the best and most effective use of
FLPs and FLLCs.

• Be willing to give up some control as general
partner, so as not to flirt with IRC Section
2036(a) concerns.
• Make sure the FLP has, preferably, more than
one valid and compelling nontax business
purpose, and document this accordingly.

• Ensure each family member contributes ade
quate assets in exchange for his or her part-

Updated Fraud
Resources
The AICPA has updated two valuable resources
for practitioners involved in forensic accounting
Forensic Accounting for Divorce Engagements:
A Practical Guide, Second Edition by Donald A.
Glenn, CPA/ABV, CVA, CFE; Ezra Huber, Esq.
Paperback available 6/30/2005. AICPA member
price: $49.00; nonmember:$61.25

view stage of known or suspected fraud—from
planning, to questioning techniques, expanded
material on preventing procurement fraud and
reducing risks of financial statement fraud.
Other additions include new checklists on
Sarbanes-Oxley and internal control over IT;
internal control over financial reporting;
procurement fraud; brokers and dealers in
securities; employee benefit plans; health care
organizations; insurance companies; and
investment companies.

CPA's Handbook of Fraud and Commercial
Crime Prevention by Ted Avey, CPA, CA, CFE;
Ted Baskerville, CA; and Alan Brill, CISSP
Format: Loose-leaf, 1 vol; AICPA member price:
$180.00: In stock

The 2005 Supplement to the Handbook, avail
able in June, covers factors in the IT environ
ment that must be considered to ensure com
pliance with Sarbanes-Oxley, as well as stepby-step guidance through virtually every inter
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